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NOTES AND MEMORANDA 



COMMERCIAL BANKING AND THE RATE 
OF INTEREST 

The aim of this paper is to explain the relation of bank 
discount to the rate of interest. This relation is perhaps 
closer and more important than is commonly supposed. 
Commercial banking does more than register the interest 
rate. It helps to determine that rate. It does this by 
bringing into the loan market and placing at the disposal 
of borrowers a supply of " waiting " which would in large 
part exist any way, but from which, without the institution 
of banking, would-be borrowers could derive no benefit. 

When a man borrows from a bank (giving security and 
receiving credit on the bank's books) he is getting command 
over present wealth in return for a contract to repay future 
wealth. Those who provide him with this present wealth 
must wait before being repaid. In order, therefore, that 
any one may borrow from a bank some person or persons 
must provide waiting, must be ready to give present 
wealth or services for future. The bank itself is only an 
intermediary. It brings together a supply of waiting but 
it does not furnish that supply. 

The persons who provide the waiting may be divided 
into two classes: — 

(a) Those who in return for goods receive checks from 
borrowers of the banks. 

(b) Those who have deposited money in the banks. 
Both of these classes have claims on the lending banks, 

claims which, taken all together, cannot be redeemed by the 
banks except as those who have borrowed make good the 
claims of the banks on them. When a man has accepted a 
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check from one who has borrowed of a bank, and has given 
goods in exchange for this check, he has actually given pres- 
ent wealth in exchange for a mere right to draw on the bank. 
He may, therefore, so long as he does not exercise this right, 
be regarded as a lender. If he passes a check for like amount 
to another, in return for goods, the other becomes the lender, 
since this other has now the right to draw and has given up 
for it present wealth. If, instead of passing a check to 
another, the original payee avails himself of this right to 
draw, taking money from the bank, then some one who has 
deposited cash in the bank vaults may be looked upon as 
the lender, since his money has been taken from the bank 
and his right to draw from the bank is dependent on the 
making good of the borrower. Thus, either the original 
receiver of a deposit right from a borrower, or some one to 
whom he passes this right, or some depositor whose cash is 
withdrawn to redeem the check, may be regarded as a 
lender. Any or all of these persons will lend without any 
money payment of interest, because any or all of them can 
at any time get actual wealth by transferring the right to 
draw to another or can at any time get actual cash at the 
bank. The convenience of a bank account and the cer- 
tainty that they can collect whenever they desire to do so 
and can therefore get wealth from others directly or by 
drawing a check, take away from their waiting the element 
of necessity or contract and may, in a broad sense, be re- 
regarded as interest. The ultimate creditor is the holder 
of a deposit right ; the possessor, through the bank, of a 
claim on the original borrower. 

There is, then, a great deal of waiting, and transfer of 
rights to others who continue the function of waiting, which 
is without money charge simply because no one person is 
forced to wait. It is like the waiting done by a man who 
has money in his pocket which he intends to spend. It may 
be a long time before he does spend it but he knows that at 
any time he may spend it and when it is convenient he will 
do so. Practically everybody finds it desirable to keep part 
of his assets in ready cash to use as occasion may require. 
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The convenience of having the ready cash compensates for 
the loss of the interest that might be received from various 
investments and so may be regarded as, itself, a kind of 
interest. The same holds true of bank deposits subject to 
demand. Business firms must keep part of their assets in 
such form as to be able to meet current expenses and occa- 
sional emergencies. They must, therefore, keep on hand 
considerable amounts to their credit in some bank. Even 
in the absence of banks, money would have to be kept on 
hand, and there would be much waiting remunerated 
only by the convenience of having cash at hand when 
wanted. Commercial banking has as a function to combine 
and co-ordinate such sporadic waiting, deposits taking the place 
of ready cash, so as to put at the disposal of borrowers a sum 
total of waiting which is fairly constant in amount. 

It may be objected that the foregoing treatment is too 
concrete to be true. In any individual case of borrowing, 
it is perhaps not legitimate to pair off each borrower with 
one or more ultimate lenders, assuming that a particular 
holder of a deposit is the real lender to a particular borrower. 
Banks bring together borrowers and lenders in large num- 
bers and there is no logical way to assign two or more into 
pairs or small groups. But it cannot be denied that if the 
total of loans is taken, the ultimate lenders are the total num- 
ber of acceptors of checks and depositors of money, both 
of which classes are depositors in the wide sense, possessors 
of the right to draw. 

We may perhaps consider that on the average each holder 
of a check, when the reserves are one-fourth of the total 
deposits, has a claim on the reserves equal to one-fourth of 
his total claim and a claim on the property of borrowers 
equal to three-fourths. Then the borrowers are indirectly 
indebted, through the bank, partly to the receivers of checks 
from them, and partly to the persons who have deposited the 
cash used as reserves. Since the receivers of checks are as 
much holders of rights to draw, that is, of deposits, as are 
the cash depositors, we may say that all the borrowers are in 
debt to all the holders of deposits and that the latter are 
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lenders to the former. When a borrower of a deposit has 
not transferred it, he may be regarded as indebted to him- 
self, since his right to draw may be regarded as at least partly 
backed up by his own promise to pay. The group of lenders 
are to a great extent lenders without direct interest payment 
because, altho in the aggregate there is brought together 
a great deal of waiting, no one of the lenders is compelled 
to wait longer than convenient. The interrelations of banks 
through a clearing house complicate the relations of bor- 
rowers with ultimate lenders but do not run counter to the 
principles here set forth. 

Having seen that a bank is really a machine for concen- 
trating the function of waiting and putting it at the service 
of short time borrowers, and that this waiting is chiefly done 
because of convenience, we have next to account for the 
payment that is made by borrowers. Is it in any sense an 
interest payment to the ultimate lenders, and if so, in what 
sense ? 

It should be pointed out, in the first place, that the pay- 
ment made to a bank by a borrower must remunerate the 
bank's service in concentrating this waiting where it has the 
greatest use. It must cover salaries of bank officials, de- 
preciation of bank property, and a net rent for the use of the 
bank property, this rent including compensation for the risk 
of insolvency. In other words, the payment must cover the 
cost of banking plus interest on banking capital. It would 
not do this if the demand for loans from banks were very 
small and if it could be sufficiently met by the funds of those 
who would be willing to pay this cost in order to have funds 
kept by the banks. The demand for loans, however, is far in 
excess of what could be supplied by means so trivial, and is, 
indeed, sufficient to throw upon the borrowing class the 
whole burden of the cost of banking service. The payment 
by borrowers should be regarded, therefore, as a real interest 
payment in the sense that the ultimate lenders profit by the 
existence of a place of deposit other than their own vaults, 
for which they do not have to pay, and profit further by the 
facility of check payments thus made practicable. If no 
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money interest is received by the ultimate lenders, the 
amount paid by borrowers is, in the long run, because of the 
competition of different banks, measured by the labor cost 
of rendering the service plus the interest on the cost value 
of the machinery used in bringing together borrowers and 
lenders. 

Since the bank is but a machine to concentrate a supply 
of waiting where it is of use, and since the payment for this 
service, made by borrowers, is payment for the service only 
and includes no cash interest to lenders but only their con- 
venience of deposit with the right of demand withdrawal, 
it follows that the market rate of interest on other loans 
tends to be lowered by this competition. There cannot 
be two rates of interest on loans of the same class and equal 
security in the same market, if really competitive conditions 
exist. What this concentration of loans does, is to supply 
the market for short time borrowers so largely that they will 
not pay the rates which otherwise they would have to pay. 
Those who would lend to them direct must meet the com- 
petitive conditions. If a sufficiency of waiting for conven- 
ience is to be had, they cannot get real interest much above 
what a bank would charge as a fee for its service and the use 
of its machinery. This, of course, applies directly to short 
time loans, which are the only kind commonly offered by 
commercial banks. As, however, these loans are renewable, 
they doubtless tend to lower somewhat the rate of interest 
charged on long time loans. Finally, it deserves to be 
mentioned that there is also an indirect tendency toward a 
lower interest rate, since such an organization of the supply 
of waiting facilitates not only the full use of capital, but its 
full use by those best able to employ it productively. Hence 
social wealth tends to be increased in this way also and 
interest to be lowered. 

Nevertheless, it is not indirectly and merely as an after- 
result of increasing the social income that the institution 
of commercial banking lowers to borrowers the rate of 
interest. Such is the way in which, ordinarily, knowledge 
giving us increased productivity from the same capital 
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instruments would operate. But here, it is to be noted, the 
increased productivity or service of the capital instrument, 
money, comes only along with and by virtue of the exten- 
sion of loans. It is not that larger income finally increases 
the supply of loans and so lowers the rate of interest, but 
that this larger social income is possible only by virtue of 
the increase of loans. Only when the organization of bank- 
ing makes possible the concentration of sporadic waiting 
at such slight expense that by a lowering of the interest rate 
to borrowers increased loans can be placed, is this fuller 
utilization of the precious metals realized. When the 
banking system is so organized that it becomes more de- 
sirable to have quick business assets in the form of deposits 
than in the form of cash in the safe, this convenience can 
only be enjoyed on the condition that depositors shall be 
ultimate lenders. They cannot avail themselves of bank- 
ing facilities (except in case they should happen to be 
borrowers themselves) and the whole system therefore ex- 
erts a pressure towards increase of loans and lower inter- 
est to the borrowing class. Unless this increase of loans 
enlarged the general income, it of course would not take 
place. If the gain to the borrower were offset by a loss to 
the ultimate lender, it would not take place. But the ma- 
chinery of banking benefits both simultaneously, the one 
by making possible lower interest, the other by increasing 
convenience. However, this increase of convenience is 
conditional upon an addition — tho one able to be recalled 
at will — to the supply of loans. It is not the saving of 
capital in the form of coinage which brings after it a lower 
rate of interest. Rather is it, tho either is absolutely con- 
ditional on the other, that the lower interest charge made 
possible by the banking function enables bank credit, in 
open competition, to substitute itself for cash, or induces 
among banks the policy of lending in general only their own 
credit. 

It is worth emphasis that while the increased conven- 
ience due to banking facilities may be regarded as interest, 
yet this convenience, the cost of which is paid by borrowers, 
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is not so much a necessary condition for bringing the waiting 
into existence as a means of bringing to bear inducement 
enough to place existing waiting at the disposal of borrow- 
ers. If these lenders through the banks are regarded as 
having gained because they receive the additional conven- 
ience of banking service for waiting most of which they 
would have done without it, all other lenders must be re- 
garded as losers since they are no longer able to demand 
interest much above what the bank must charge as a fee for 
its services in concentrating convenience waiting. 

If, however, there is not a sufficiency of this " conven- 
ience waiting " to be had to supply the demand for loans 
at the mere cost of concentration, then the banks will bid 
against each other, not so much to cut down the charge for 
the service performed as to get deposits. Hence we are 
beginning to see direct interest offered on deposits subject 
to check, either on monthly balances or otherwise. This 
seems to have been begun by the trust companies, but many 
conservative commercial banks have felt themselves com- 
pelled to do the same. It remains true, however, that the 
institution of commercial banking lowers the general rate 
of interest. For a great deal of waiting which would be done 
anyway by the keeping of large supplies of cash on hand, 
is thus made to assist borrowers. Instead of keeping the 
actual cash on hand, business men have every encourage- 
ment to make payments by check. Thus, at the same time 
that these men are as well situated as before, as to readiness 
for meeting emergencies, the institution of banking has made 
their sporadic waiting available to borrowers in the form 
of increased loans. Since much of this increased supply 
of loans is independent of the rate of interest offered, since 
it is not held back for high interest but is forthcoming at 
any interest available, even for no higher interest induce- 
ment than the additional safety and convenience offered 
by banks, it tends to stock the loan market and lower the 
general interest charge. 
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